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1 SURREBUTTAL TESTIMONY

2 OF BEN JOHNSON, PH.D.

On Beha lf of3

4 The Residentia l Utility Consumer Office

Before the5

6 Arizona Corporation Commission

7

8 Docke t No. W-02113A-04-0616

9

1 0

1 1 In troduc tion

1 2

13 Q- Would you please state your name and address?

1 4 A. Be n J ohns on, 3854-2  Kille a rn  Court, Ta lla ha s s e e , Florida .

15

16 Q.

17 A.

Are you the same Ben Johnson that earlier filed direct testimony in this proceeding?

Ye s , I a m.

18

19 Q.

20 A.

What is the scope of your surrebuttal testimony?

2 1

22

23

24

25

Due  to  re s ource  cons tra ints , it wa s n 't fe a s ible  to  re s pond point-by-point to  the  Compa ny's

le ngthy re butta l. An e xha us tive , po in t-by-poin t re s pons e  would  ha ve  undoubte dly run

more  tha n  100 pa ge s , pa rticu la rly g ive n the  ove rla pping a nd confus ing  na ture  of much of

the  Compa ny's  re butta l te s timony, a nd the  fa c t tha t s o much of the  Compa ny's  te s timony

mis s ta te s  or mis in te rpre ts  my te s timony, which  ma ke s  it d ifficu lt to  re s pond to  the

s ubs ta nce  of the  a rgume nts  without a ls o ha ving to  e xpe nd cons ide ra ble  e ffort on c le a ring

1
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up the  many mischaracte riza tions or misunderstandings which fiirthe r confuse  the

picture

Ra the r than engaging in a  lengthy point-by-point re sponse , I will focus  on the  key

issue  which goes to the  heart of the  dispute  in this  proceeding -- is  a  fa ir re turn on fa ir

va lue  ra te  base  (FVRB) le ss  than the  we ighted ave rage  cost of capita l (WACC)?  I will

a lso discuss a  few of the  many instances where  Chaparra l has misunderstood or

mischa racte rized my position throughout its  rebutta l te s timony. The  fact tha t I do not

respond to specific criticisms or s ta tements made  by Company witnesses should not be

construed as  agreement with those  s ta tements . In this  regard, would ask the  the

Commission to ca re fully compare  my direct te s timony to the  Company's  rebutta l

12 Q.

13

What do you see as the key difference between RUCO's position as described in

your direct testimony, and Chaparral's position as described in the Company's

14

15 A.

tes timony

The fundamenta l diffe rence  be tween our respective  positions, and the  centra l issue  in this

16

19

20

proceeding, is  whether the  exact same percentage  ra te  of re turn which would be  fa ir and

appropria te  for applica tion to an origina l cost ra te  base  would a lso be  fa ir and appropria te

for applica tion to a  fa ir va lue  ra te  base  -- one  which is  intended to re flect the  current fa ir

marke t va lue  of the  utility's  property, plant and equipment, taking into account the  impact

of infla tion. S ta te d more  succinctly, is  it fa ir to multiply the  Compa ny's  we ighte d

average  cost of capita l (WACC) by its  fa ir va lue  ra te  base  (FVRB), or should some lesser

percentage figure  be  used?
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1 Q. Can you succinctly state the Company's position on this issue?

2 A.

3

4

Chaparra l a rgues tha t the  "fa ir ra te  of re turn" for applica tion to a  fa ir va lue  ra te  base

should be  the  same percentage  figure  tha t would be  applied to an origina l cost ra te  base .

Therefore , it a rgues tha t the  Company's  WACC should be  applied to its  fa ir va lue  ra te

5 base . In support of this  position Chaparra l a rgues tha t "[t]he  de te rmina tion of both the

6 re turn on equity and the  ove ra ll ra te  of re turn on FVRB is independent of the

7 de te rmina tion of an origina l cost ra te  base  (OCRB)". [Zepp Rebutta l, p. 3. Emphasis

8 origina l]

9

10 Q- Can you summarize your position on this issue?

11 A.

1 2

13

1 4

15

1 6

1 7

As I expla ined in my direct te s timony, I disagree  with this  view. The  a llowed re turn in

percentage  te rns and the  ra te  base  should be  developed in a  conceptua lly consistent

manner, so tha t the  fina l end result is  appropria te  and reasonable , regardless of what

specific methodology is  used in deve loping the  ra te  base .

It is  well established both as a  matte r of theory and as a  matte r of practice , tha t

when the  WACC is  applied to an origina l cost ra te  base  the  utility is  given an opportunity

to ea rn a  fa ir re turn - a  re turn tha t iillly compensa tes  investors  for the  actua l leve l of

18

1 9

20

capita l costs , without unduly burdening customers . Logica lly, then, applying tha t same

percentage  figure  to a  s ignificantly la rger ra te  base  va lua tion will re sult in an unfa ir

re turn -- one  tha t is  la rger than necessary to compensate  investors, and which places an

2 1 unfair burden on customers.

22

23

In comparing the  Commission's  fa ir va lue  approach to ra te  base  va lua tion with the

origina l cost methodology, it is  clea r tha t the  fa ir va lue  method systematica lly results  in

L

3
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1

2

3

higher va lua tion leve ls  because  the  forces  of infla tion tend to outwe igh the  forces  of

de fla tion. Thus, the re  will be  a  consis tent, systematic discrepancy be tween the  origina l

cost and fa ir va lue  va lua tions, with the  la tte r systematica lly exceeding the  former,

4

5

6

7

8

9

10

prima rily due  to infla tion.

Given tha t systematic discrepancy, if the  WACC yie lds  appropria te  results  when

applied to the  origina l cost ra te  base , it follows as  a  ma tte r of pure  logic tha t multiplying

the  WACC times a  fa ir va lue  ra te  base  will tend to yie ld excessive  results . Of course  tha t

s ta tement of logic is  contingent upon a  key "if" -- the  a ssumption tha t the  WACC yie lds

appropria te  results  when applied to the  origina l cost ra te  base . But, tha t assumption is

ha rdly controversia l .-- in fact, this  is  probably the  most robustly established principle  in

1 1 the  fie ld of public utility re gula tion something tha t has been a ffirmed and reaffirmed by

1 2 countless regula tors and courts  in numerous sta te  and federa l jurisdictions.

13

14 Q.

15

Does Chaparral dispute there is a well-established relationship between the

weighted average cost of capital and original cost rate base?

1 6  A .

1 7

18

1 9

20

2 1

22

23

Apparently so. Ye t, in countless  proceedings where  the  OCRB is  used, the  fa ir ra te  of

re turn is  a lmost a lways computed based upon a  composite , or weighted average , of the

utility's  cost of debt, pre fe rred stock, and equity, with each of these  cost ra tes  be ing

ca lcula ted with re fe rence  to amounts  recorded in the  utility's  accounting records . The

cons is te nt a pplica tion of WACC to OCRB is  not coincide nta l. The  WACC is  fully

consis tent with, and directly comparable  to, the  origina l cost va lua tion concept - both the

OCRB and the  WACC are  la rge ly derived from accounting da ta , except tha t the  cost of

equity ca lcula tions necessarily re ly in part on ana lyst judgment and stock marke t da ta ,

4
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1 and in so doing, the  equity cost component provides  investors  with compensa tion for

2 infla tion.

3

4

5

Company witnesses Zepp and Bourassa  dispute  the  tight conceptua l linkage

be tween the  OCRB and the  WACC, and they dismiss or ignore  the  decades of evidence

tha t combining the  WACC with OCRB re sults  in a  fa ir re turn. Ye t, the ir counte r

6

7

8

a rguments  a re  extreme ly sha llow. Dr. Zepp brie fly focuses  on the  cost of equity

component of the  cost of capita l, while  Mr. Bourassa  focuses  on the  capita l amounts

found on the  Company's ba lance  sheet.

9

10 Q.

1 1

Can you elaborate on how Dr. Zepp disputes the relationship between the WACC

and OCRB?

12 A.

13

1 4

15

1 6

1 7

1 8

19

20

2 1

22

23

Dr. Zepp notes tha t he  previously provided equity cost estimates for the  Company, and

sta tes tha t those  estimates did not depend upon the  type  of ra te  base  used. "Equity cost

estimates are  genera lly de termined with market da ta  and thus are  independent of the  ra te

base  to which they a re  applied." [Zepp Rebutta l, pp. 10-11] Dr. Zepp also notes that the

ACC has a  "policy of re lying on marke t-based finance  mode ls  to e s tima te  the  cost of

e quity..." [Id. p. ll] "Thus , the  pe rce nta ge  e quity cos t is  independent of wha tever

formula  is  used to de te rmine  the  FVRB". [Id. p. 12]

Dr. Zepp is  correct in his  a sse rtion tha t a  utility's  equity cost is  often estima ted

using stock marke t da ta . Equity costs  cannot be  directly observed or measured, they can

only be  estimated indirectly, by re ference  to re levant da ta  se ts . But, the  results  of tha t

estimation process are  supposed to be  fa ir to both stockholders and customers.

The  end result of applying the  WACC (including an estima te  of the  cost of equity)

5
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1

2

3

4

5

6

7

to an OCRB is  to provide  a  opportunity to ea rn a  just and reasonable  re turn. The

reasonableness of this  end result has been continued over multiple  decades by thousands

of ca re fully reasoned decisions by both regula tors  and appe lla te  courts  throughout the

United S ta tes . Unless  a ll of these  regula tors  and courts  have  been wrong a ll a long,

applying the  WACC to a  consis tently highe r ra te  base  va lua tion (fa ir va lue ) will

necessarily achieve  an unjust and unreasonable  result - one  tha t overcompensates

stockholders, and unreasonably burdens customers.

8

9 Q- Can you now elaborate on how Mr. Bourassa disputes the relationship between the

WACC and OCRB?1 0

11 A.

12

13

1 4

In  a ddition  to  noting  tha t the  cos t of e quity is  e s tima te d  with  re fe re nce  to  s tock ma rke t

da ta , a s  note d by Dr. Ze pp, Mr. Boura s s a  c la ims  the re  is  no link be twe e n the  cos t of

ca pita l a nd ra te  ba s e , be ca us e  "in ma ny ca s e s , the  utility's  ca pita l s tructure  (de bt a nd

e quity) doe s  no t e qua l the  u tility's  OCRB". [Boura s s a  Re butta l, p . 18] Mr. Boura s s a

furthe r s ta te s :15

16

1 7

1 8
1 9
2 0

2 1
2 2

23
2 4
25

2 6
2 7

None  of the  pa rtie s  ma de  a n a tte mpt to  ma tch the  tota l ca pita l in
Cha pa rra l City's  ca p ita l s truc ture  to  the  a mount of its  OCRB until
S ta ff did  s o in  this  re ma nd proce e ding. The  a mounts  ofde bt a nd
e quity ca pita l in  the  ca pita l s truc ture  s imply provide d  the  inputs
us e d to ca lcula te  the  we ighte d cos t of ca pita l. In the  ins ta nt ca s e ,
those  inputs  we re  41 .3 pe rce nt de bt a nd 58.8 pe rce nt e quity. The
cos t of e a ch input, 5 .1 pe rce nt for de bt a nd 9.3 pe rce nt for e quity,
we re  the n multiplie d by the  pe rce nta ge  we ights  to  ca lcula te  the  ra te
of re turn , 7 .6  pe rce nt. The  a c tua l a mounts of de b t a nd  e qu ity
we re n 't re le va nt - only the ir pe rce nta ge s . [Id., p , 19. Empha s is
o rig ina l]

28

6
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1 Q.

2

Does the fact that a utility's invested capital may not equal its OCRB as determined

in a rate case, prove that there is no relationship between the two concepts?

3 A. No. I am not contending tha t the  dolla r amount of the  OCRB exactly equa ls  the  dolla r

4 amount of investor supplied capita l used in deve loping the  WACC. However, the re  is a

5

6

fundamenta l consis tency be tween these  two concepts  - beginning with the  fact tha t both

amounts a re  deve loped directly from the  utility's  ba lance  shee t. There  a re  numerous

7 reasons why the  tota l amount of investor supplied capita l may not equa l the  OCRB. For

8

9

1 0

1 1

1 2

13

1 4

15

1 6

1 7

example , most utilitie s  have  non-utility investments  - they own asse ts  which a re  not

appropria te ly included in the  ra te  base . Some asse ts  may be  utility-re la ted, but they may

have been excluded from the  ra te  base  because  they were  de termined to be  imprudent or

othe rwise  disa llowed for ra temaking purposes . S imila rly, cons truction work in progre ss

is  often excluded from the  ra te  bases, ye t it is  financed with debt and equity funds tha t a re

included in the  WACC ca lcula tions. This  doesn't mean tha t investors  a re  prevented from

earning a  fa ir re turn on the ir investment in construction work in progress  -- just tha t the

re turn is  de fe rred until the  plant has  been placed into se rvice . The  fact tha t the  two dolla r

amounts diffe r does not change  the  fact tha t both the  WACC and the  OCRB are  derived

directly from the  Finn's  his torica l accounting records, and tha t the re  is  an inherent

1 8

1 9

consis tency be tween these  two concepts  - a  consis tency tha t is  lacking when comparing

the  WACC to the  FVRB.

20

21 Q. Yo u  h ave  exp la in ed  wh y yo u  b e lieve  WACC is  an  ap p ro p ria te  re tu rn  to  ap p ly to  an

22

23

original cost rate base, and noted that the end result of this approach has been

found reasonable by numerous regulators and appellate courts. Can you briefly

7
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1 elaborate on why you believe it would not be equally appropriate to apply WACC to

2 a  FVRB?

3 A.

4

5

6

Firs t and foremost, if the  end re sult of multiplying WACC times  OCRB is  jus t and

reasonable , then the  the  end re sult of multiplying WACC times FVRB will be  excessive ,

if the  FVRB is  systematica lly highe r than OCRB (as  it is  under the  Commission's  ra te

base  me thodology).

7

8

9

1 0

1 1

1 2

13

1 4

15

Second, the  Court of Appeals recognized tha t the  fa ir ra te  of re turn can vary based

on the  type  of ra te  base  used. [Chaparra l City Wate r v. ACC, fn. 5, p. 5] There  is  nothing

in the  Court of Appea ls  decis ion which requires  this  Commission to overcompensa te

stockholders , or to burden customers with paying ra tes  which a re  excessive .

Third, if the  ra te  base  va lue  grows over time , due  to infla tion, the  fa ir ra te  of

re turn will logica lly be  lower than in jurisdictions  where  the  ra te  base  is  not tied to

infla tion. In jurisdictions  whe re  OCRB is  used regula tors  have  found tha t the  WACC

approach provides a  reasonable  result - s ince  the  cost of equity includes adequate

16 compensa tion for the  e ffects  of infla tion and no furthe r compensa tion is  needed. In

1 7

18

1 9

contrast, where  the  ra te  base  is  growing with infla tion, because  it is  pa rtly tied to

reproduction cos t, the  utility's  income  will be  sys tema tica lly growing with increa se s  in

reproduction cost, and thus a  reasonable  result can best be  achieved by using a  lower

20

2 1

percentage  re turn .- the reby avoiding overcompensa ting for infla tion.

In this  regard, it is  important to rea lize  tha t there  is  widespread agreement

22

23

concerning the  economic purpose  of ra te  regula tion, as  well as  the  basic s tandards which

should be  used in judging how well the  goa l of regula tion is  be ing achieved. Most

8



4 'r

S urrebuttal Tes timony often J ohns on, P h.D.
On Behalf of the Res idential Utility Cons umer Office, Docket No. W-021 13A-04-06 I6

1

2

3

4

5

6

7

8

theoris ts  agree  tha t the  primary objective  of regula tion was, and s till is , to produce  results

in the  utility sectors  of the  economy which pa ra lle l those  tha t would be  obta ined under

conditions  of compe tition. If applica tion of the  WACC to OCRB achieves  re sults  tha t a re

consistent with this  objective  benchmark, then applica tion of tha t same percentage  figure

to FVRB will obvious ly devia te  from the  compe titive  benchmark, e ffective ly

overcompensa ting for infla tion. Any given leve l of capita l costs  can be  recovered using a

lower percentage  figure  if the  percentage  figure  will be  applied to a  ra te  base  va lua tion

tha t is  growing over time  as a  result of increases in reproduction costs .

9

10 Q. How has Chaparral responded to those arguments?

1 1 A.

12

13

14

15

1 6

17

Cha pa rra l ha s  s ubm itte d  m ore  tha n a  hundre d pa ge s  of re butta l te s tim ony from  four

diffe re nt witne s s e s ,  ye t none  of the s e  witne s s e s  fu lly re fute  th is  line  of re a s oning.  The

witne s s  who s e e m s  m os t re s pons ible  for a ddre s s ing the  is s ue  is  Dr.  Ze pp. Howe ve r,  e ve n

he  ne ve r fu lly a ddre s s e s  the  is s ue  he a d on.  For e xa m ple ,  in  h is  re butta l he  te s tifie s  a t

le ngth  a bout the  cons titu tiona l re quire m e nt tha t in  Arizona  ra te s  m us t be  ba s e d upon a

FVRB -.  a  fa c t tha t is n 't in  d is pu te .  [S e e ,  e .g .  pp .  5 -10] Afte r d is cus s ing  tha t und is pu te d

fa c t,  he  conc lude s  tha t the  ACC s hould  de ve lop  ra te s  "tha t provide  a  fa ir ra te  of re turn  on

18 the  fa ir va lue  of a  utility's  prope rty a t the  time  of inquiry, i.e ., its  FVRB". [Id., p. 10] Ye t,

1 9 he  ne ve r e xpla ins  wha t s te ps  the  Com m is s ion s hould ta ke  to  to  e ns ure  tha t the  re turn is

20 fa ir to  cus tom e rs  a s  we ll a s  s tockholde rs a s  if the  only conce rn  is  e ns uring  fa irne s s  from

2 1 a stockholder perspective.

22

23

In  fa c t,  Dr,  Ze pp  doe s  no t p rovide  the  Com m is s ion  with  a ny gu ida nce  re ga rd ing

how to  de te rm ine  a  "fa ir" re tu rn  in  th is  con te xt.  He  s kips  ove r the  p rob le m  of e ns uring

9
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1

2

3

4

5

6

7

8

9

1 0

11

1 2

13

1 4

15

1 6

1 7

1 8

1 9

20

2 1

fa irne s s  to  cus tome rs , a s  we ll a s  the  proble m of ove rcompe ns a ting for infla tion, a nd

s imply conc lude s  tha t the  Commis s ion  s hould  "de te rmine  ope ra ting  income  by

multip lying  the  FVRB by the  ra te  o f re tu rn  p re vious ly de te rmine d  by the  Commis s ion  in

th is  ca s e , which  is  7 .6%". [Id ., p , 4]

He  doe s n 't a ddre s s  the  fa ct tha t the  fa ir va lue  ra te  ba s e  va lua tion is  growing due  to

infla tion  (through the  re produc tion  cos t ca lcu la tions ) a nd  tha t the  7 .6% WACC figure

inc lude s  fu ll compe ns a tion  for the  e ffe c ts  o f in fla tion  (bu ilt in to  the  cos t o f e quity

e s tima te s ), a nd  thus  he  ignore s  the  fa c t tha t combin ing  WACC with  FVRB will te nd  to

ove rcompe ns a te  for infla tion .

S ince  both the F VR B me thodo logy a nd  the  WACC me thodo logy p rovide

compe ns a tion  for infla tion , unle s s  the re  is  s ome  offs e tting  re duc tion  to  the  WACC in

de ve loping the  fina l ra te  of re turn  which is  a pplie d  to the F VRB, s to c ld io ld e rs  will

re ce ive  a  windfa ll.  S uch  a  windfa ll would  no t be  fa ir to  cus tome rs , nor would  it be

cons is te n t with  the  compe titive  be nchma rk. In  a  compe titive  ma rke t if inve s tors  we re  to

be  ove rcompe ns a te d for the  e ffe c ts  of infla tion, the  indus try would e xpa nd in  re s pons e  to

the s e  highe r~tha n-ne ce s s a ry re turns , le a ding to a n ove ra ll incre a s e  in s upply re la tive  to

de ma nd, which  in  tum would  drive  down price s  a nd  profits , un til the y re a che d  more

re a s ona ble  le ve ls , a nd thus  the  windfa ll would be  s hort-live d. In  contra s t, Dr. Ze pp is

propos ing  to  provide  a  windfa ll tha t would  no t e nd  - a  much  h ighe r ra te  o f re turn  would

be  provide d , with  no  me cha nis m to  bring  it ba ck to  a  fa ir le ve l in  line  with  inve s tors '

a c tua l re quire me nts  or the  re turns  tha t a re  e a rne d in compe titive  indus trie s .

22

23 Q. Do es  Ch ap a rra l d is p u te  th a t a  win d fa ll wo u ld  o ccu r fro m ap p lyin g  th e  WACC to  a

10
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1 FVRB that is greater than OCRB?

2 A. Yes. Dr Zepp's  responds by cla iming such an a rgument presumes

3

4
5
6
7
8
9

10
11
12
13
14

tha t a  ra te  of re turn designed to provide  investors a  market-
de te rmined re turn on the  equity portion of the  FVRB and recove ry
of embedded costs  of debt provides a  higher re turn on investment
than investors  require . [I]nve s tors  should e xpe ct to a m a  re turn
on the  "va lue  of the  property used a t the  time  it is  be ing used" as
the  U.S . Supreme Court sa id in Blue fe ld , a nd "the  va lue  of
prope rtie s  a t the  time  of inquiry" a s  the  Arizona  S upreme  Court
sa id in S imms . Tha t dolla r re turn will be  e ithe r highe r or lowe r -
and would only be  the  same re turn by accident - than the  re turn
ea rned on OCRB, and thus  the re  is  no windfa ll ga in. [Id., pp, 15-
16]

15

16

17

18

19

20

21

22

23

24

25

26

27

28

Dr. Zepp seems to be  a rguing tha t the  WACC is  the  "fa ir ra te  of re turn" regardless

of the  ra te  base  to which it is  applied, and the re fore  the re  can never be  a  "windfa ll" under

any circumstances. In othe r words, he  seems to suggest (though he  does not explicitly

sta te ) tha t s ince  the  WACC is  a lways the  "fa ir ra te  of re turn", this  same percentage  figure

can appropria te ly be  applied to ra te  bases of varying magnitude , based on wide ly

diffe ring me thodologies , and tha t the  re sulting wide ly va rying income  leve ls  must a ll be

reasonable . This  s imply cannot be  true .

The  fundamenta l premise  of the  re turn on ra te  base  approach to ra temaking is  to

a llow utilitie s  with an opportunity to recove r the ir actua l cos ts , including the ir actua l cos t

of capita l, consis tent with wha t occurs  in competitive  industries . Those  costs  a re  wha t

they a re , and thus the  amounts to be  recovered do not vary wide ly mere ly on the  basis  of

de ta ils  of the  ra temaking process . Wide ly varying dolla r amounts  of income cannot a ll

result in recovery of the  same level of actual capita l costs, to the  contrary, an excessive

l l
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1

2

3

4

re turn will re sult in ove r-recove ry of capita l cos ts . Unle ss  some  reasonable  downward

adjustment is  made  in transla ting the  WACC to into a  fa ir re turn for applica tion to the

FVRB, utility inves tors  will be  ove rcompensa ted, and cus tomers  will be  burdened with

unreasonably high prices .

5

6 Q. What else does Dr. Zepp say regarding your windfall argument?

7 A. Dr. Ze p p s ta te s  tha t s uch a n a na lys is

8
9

1 0

11
12

13

implies  tha t the  "correct" ra te  base  is  the  OCRB, and tha t if the
utility's  opera ting income is  not based on OCRB, then the
authorized opera ting income is  e rroneous. [Dr. Johnson] admits  the
requirement to use  FVRB in Arizona  is  unique , but he  is  unwilling
to acknowledge tha t the  correct ra te  base - the  FVRB - should be
us e d. [Id-l

16

17

18

1 9

20

2 1

22

23

24

25

This is  one  of many instances in which Company witnesses mischaracte rize  or

mis inte rpre t my te s timony. In my te s timony, I neve r sa id or implied tha t the  only

appropria te  ra te  base  is  OCRB, and I certa inly don't be lieve  tha t to be  the  case . There  a re

many diffe rent ra temaking methodologies which can be , and have  been, appropria te ly

used by regula tors , including both FVRB and OCRB. Howeve r, wha t I am asse rting is

tha t while  the  de ta ils  of specific ra te  se tting procedures can vary, and the  year-to-year and

company-to-company results  may vary somewhat from method to method, in order to be

va lid a ll ra temaking me thodologies  should be  consis tent with the  underlying purpose  of

regula tion. Regardless of the  technica l de ta ils , customers should be  protected from

monopoly power, and the  overa ll end result of the  ra te  making process should be

reasonable  to both customers and shareholders.

26 It is  Dr. Zepp who seems unwilling to make  a  prope r acknowledgment - he  fa ils

14

15

12
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1 to  a cknowle dge  tha t the  ra te  of re turn  mus t be  fa ir to  both  inve s tors  a nd cus tome rs . An

2

3

4

5

6

a ppropria te  pe rce nta ge  re turn  is  one  tha t fa irly compe ns a te s  the  utility for its  a c tua l

ca pita l cos ts , but doe s  not ove rcompe ns a te  for thos e  cos ts , wha t tha t a ppropria te

pe rce nta ge  figure  is  mus t ne ce s s a rily be  tie d, a t le a s t in  pa rt, to  the  princ iple s  unde rlying

the  ra te  ba s e  - s ince  the  ca pita l cos ts  tha t a re  s uppos e d to be  re cove re d through the  re turn

on ra te  ba s e  me cha nis m a re  not a  function of the  ra te ma king me thodology, but a re  a  fa ct

7 tha t e xis ts  inde pe nde nt of the  re gula tory proce s s .

8 While  the  Arizona  Constitution require s  this  Commiss ion to us e a  FVRB, it leaves

9

10

1 1

12

13

14

15

16

ma ny othe r de ta ils  of the  ra te ma king proce s s , inc luding the  me thod to  be  us e d in

de ve lop ing  a  fa ir ra te  o f re turn , to  the  Commis s ion 's  d is c re tion . While  the  Commis s ion

ma y ha ve  cons ide ra ble  la titude  in  e xe rc is ing  th is  d is c re tion , it would  be  imprope r to

ove rcompe ns a te  for in fla tion , o r to  gre a tly de via te  from the  ba s ic  princ ip le  of a llowing

inve s tors  to  re cove r the  a c tua l, prude nt cos ts  incurre d in  providing s e rvice , inc luding the

cos t of ca pita l. Ye t tha t ina ppropria te  re s ult is  e xa c tly wha t would  ha ppe n if Cha pa rra l's

pos ition we re  a cce pte d, a nd it we re  s udde nly (a nd pe rma ne ntly) a llowe d to  re cove r

s ubs ta ntia lly more  tha n its  a ctua l cos ts .

17

18 Q.

19

Can you point to another example where the Company's witnesses misunderstood or

mischaracterized your testimony?

20 A. Ye s . The re  a re  ma ny s uch ins ta nce s . A good e xa mple  occurs  on pa ge  30 of Dr. Ze pp 's

2 1 testimony. In response  to my proposed infla tion adjustment, he  sta tes: "Dr. J ohnson

22 conte nds  FVRB is  e xpe cte d to incre a s e  a nd de s igns  his  me thod to offs e t tha t incre a s e  in

23 va lue . His  a s s umption is  fa c tua lly incorre c t". [Id. p. 30] Dr. Zepp then cite s  Handy-

13
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1

2

3

4

Whitman reports  to asse rt tha t "the  average  index of a ll geographica l regions for Tota l

Gas P lant" decreased during 2006. This  sma ll s lice  of Dr. Zepp's  rebutta l te s timony is ,

unfortuna te ly, typica l of the  whole  -- he  missta tes  my position, then a ttempts  to re fute  tha t

Missta tement. Unfortuna te ly, it will take  more  than a  sentence  or two to clea r up the

5 confus ion .

6

7

Firs t, Dr. Ze pp is  compa ring a  ge ne ra l e xpe c ta tion  to  a  s ma ll pa rt of the  h is torica l

da ta . I ne ve r conte nde d or a s s ume d tha t infla tion, or the  re production cos t of u tility p la nt,

8

9

10

1 1

12

13

mus t cons is te ntly incre a s e  in e a ch a nd e ve ry ye a r -.- whe the r in the  pa s t, or in the  future .

My d ire c t te s timony inc lude d  a n  e xte ns ive  d is cus s ion  of how inve s tors  re s pond to

infla tiona ry e xpe c ta tions , p rima rily focus ing  on  the  fa milia r e xa mple  of hous ing  a nd

othe r re a l e s ta te  ma rke ts . The  ke y points  I ma de  in this  dis cus s ion of re a l e s ta te  inve s tors

re ma in true  re ga rdle s s  of whe the r or not re a l e s ta te  price s  ha ppe n to de cre a s e  in s ome

ye a rs , a nd I ne ve r s ugge s te d tha t re a l e s ta te  va lue s  a lwa ys  a nd e ve rywhe re  incre a s e  from

14

15

16

ye a r to ye a r.

J us t be ca use  hous ing a nd othe r re a l e s ta te  price s  some time s  e xpe rie nce  a

downwa rd  corre c tion  doe s n 't in  a ny wa y ne ga te  the  unde rlying  princ ip le s  I s e t forth  in

17 my direct te s timony. While  I didn't focus  on the  exceptions  tha t make  the  rule ins tances

18

19

20

21 the  ne xt, a s  we ll the re  a re  va ria tions  be twe e n the  va rious  da ta  s e rie s ."

22

23

whe re  re a l e s ta te  price s  de cre a s e , ra the r tha n incre a s e , I wa s  we ll a wa re  of the  fa ct tha t

e xce ptions  occur from time  to  time . In  fa c t, I s pe c ifica lly s ta te d  in  my d ire c t te s timony

tha t "the  a nnua l cha nge  in  a ny one  me a s ure  of infla tion  ca n va ry wide ly from one  ye a r to

Ye t,  Dr.  Ze pp

points  to a n a noma lous  de cre a s e  in a  s ingle  da ta  s e rie s  during a  s ingle  ye a r -- a s  if tha t bit

of e vide nce  s ome how re fute d my point, which is  tha t inve s tors  ha ve  a  re a s ona ble

14
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1

2

3

4

5

6

e xpe c ta tion  of infla tion  in  the  fu ture , ba s e d in  pa rt on  the  re a lity tha t infla tiona ry force s

ha ve  ge ne ra lly outwe ighe d de fla tiona ry force s  in  mos t s e c tors  of our e conomy

throughout the  pa s t 40 or more  ye a rs .

A price  de cre a s e  in a ny one  ye a r doe s  not dis prove  the  fa ct tha t the  va lue  of a

utility's  p la nt in  s e rvice  ca n be  e xpe cte d to  incre a s e  (re la tive  to  orig ina l cos t) if tha t va lue

is  me a s ure d in pa rt ba s e d on re production cos t da ta . Nor doe s  it dis prove  the  fa ct tha t

7

8

inve s tors  will re quire  a  lowe r pe rce nta ge  re turn on a s s e ts  tha t a re  e xpe cte d to a ppre cia te

ove r time  tha n the y would re quire  on thos e  s a me  a s s e ts  tha t a re  not e xpe cte d to incre a s e

9 in  va lu e .

10

1 1

12

S e cond, while  Dr. Ze pp c la ims  tha t I de s igne d my re comme nde d me thod "to

offs e t tha t incre a s e  in  va lue " (re fin ing to  the  ye a r-to-ye a r incre a s e s  in  ra te  ba s e  va lue ),

tha t is  s imply not true . While  I a s s e rte d  tha t the  fa ir re turn  mus t be  le s s  tha n  the  WACC, I

13

14

15

16

17

18

never suggested tha t the  diffe rentia l be tween the  WACC and the  fa ir ra te  of re turn must

be  equiva lent to the  year-to-year increases in ra te  base  va lue , or tha t the  diffe rentia l in

re turns must exactly offse t any and a ll increases in ra te  base  va lue . To the  contra ry, even

a  cursory review of the  actua l methodology I proposed shows tha t my recommended

me thod is  not de s igne d to do tha t. I re comme nde d giving a t a  fa ir ra te  of re turn by

subtracting an infla tion factor from the  WACC -- and tha t subtraction would be  based

19

20

2 1

22

23

upon ge ne ra l e xpe cta tions  conce rning infla tion, not the  s pe cific  cha nge  in  ra te  ba s e

va lue s  of a n  s pe c ific  u tility.

Fra nkly, I don 't unde rs ta nd how Dr. Ze pp could  mis unde rs ta nd th is  a s pe c t of my

te s timony, s ince  I s ta te d quite  c le a rly tha t the  diffe re ntia l be twe e n the  WACC a nd the  fa ir

re turn  is  "a  ma tte r o fjudgme nt," a nd  I ind ica te d  tha t the  Commis s ion  "ca n  e xe rc is e

15

l l N u l l l l
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1

2

3

sound discre tion in de te rmining the  most appropria te  infla tion factor to subtract from the

we ighted ave rage  cost of capita l." (J ohnson Direct, p. 34). At no point did I suggest or

imply tha t the  infla tion factor should be  "designed" to offse t the  specific dolla r increase

4

5

in ra te  base  va lue  which a  specific utility has experienced, or is  expected to experience  in

the  future . To the  contra ry, the  tlmlst of my te s timony was clea rly focused on avoiding

6 ove rcompe ns a tion  for ge ne ra l in fla tion

7

in fla tion  tha t is  re cognize d  by e quity inve s tors

ge ne ra lly, be ca us e  s uch infla tion is  a lre a dy compe ns a te d for within  the  cos t of e quity

8 ca pita l.

9

10 Accordingly, I recommended tha t the  Commission review and consider severa l

1 1

12

13

14

15

da ta  s e rie s  tha t a re  public ly a va ila ble , inc luding da ta  for a nnua l cha nge s  in  the  Gros s

Dome s tic  P roduct De fla tor, a s  we ll a s  a nnua l cha nge s  in  cons ume r price s  a nd va rious

me a sure s  of produce r price s . Ne e dle s s  to s a y, none  of the se  sugge s te d da ta  s e rie s  a re

de s igne d to offs e t ye a r to ye a r incre a s e s  (or de cre a s e s ) in a  utility's  s pe cific  ra te  ba s e

va lue , a s  incorre c tly s ugge s te d by Dr. Ze pp.

16

17 Q.

18

You've mentioned there are many instances in which the Company witnesses

misunderstood or mischaracterized your testimony. Can you provide one more

19 example - preferably one that you can dispose of a bit more succinctly?

20 A. "Dr.

2 1

Yes. Another example  occurs on page  30 o f Dr. Zepp's testimony, where  he  sta tesl

Johnson and I agree  tha t the  appropria te  re turn on Chaparra l City's  FVRB is  7.6%".

22

23

Needless  to say, this  s imply isn't correct. To the  contra ry, if 7.6% is  assumed to be  an

appropria te  re turn on OCRB, then the  fa ir re turn on FVRB must logica lly be  s ignificantly

16
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1 lowe r tha n 7.6%.

2

3

4

5

Frankly, it's  hard to understand how Dr. Zepp could have  become confused about

my position, conside ring tha t I not only s ta ted my opinion in conside rable  depth, but I

summarized the  essence  of my position using a  very simple  numerica l example  -- a lbe it

using 7.5% ra ther than 7.6% as the  WACC :

6

7
8

9
10
11

12
13

14
15
16
17
18

19
20
21

22
23

24
25
26

27

A ra te  of re turn tha t is  fa ir to both customers and stockholders  can
be  de rived from the  we ighted average  cost of capita l by s imply
subtracting an amount re la ted to the  ra te  of infla tion. For example ,
assume the  weighted average  cost of capita l is  7.50%, and the
re levant infla tion ra te  is  2.5%, then a  fa ir re turn on the  fa ir va lue
ra te  base  would be  5.00%, or thereabouts.

S ince  the  dolla r magnitude  of the  fa ir va lue  ra te  base  is
la rger than an origina l cost ra te  base , re flecting past growth in the
va lue  of the  utility's  property, and since  the  future  income stream
can reasonably be  expected to increase  in the  future , due  to
infla tion and other factors  which tend to push up property va lues as
time  passes , a  5.00% re turn on fa ir va lue  is  like ly to provide
investors  with as  la rge  a  tota l re turn (over time) as  a  7.50% re turn
applied to an origina l cost ra te  base . The  exact amounts rece ived
by inves tors  may diffe r somewha t, and they ce rta inly will diffe r
during any specific yea r, but the  key point is  tha t investors  will
have  as strong an opportunity to recover the ir capita l costs  and to
ea rn a  compe titive  re turn through the  applica tion of a  5.00% re turn
on fa ir va lue  a s  with a  7.50% re turn on origina l cos t. The
regula tory goa l of s imula ting the  e ffects  of compe titive  marke ts
can be  achieved e ither way. [Id., pp. 28-29]

28 Q- Does this conclude your surrebuttal testimony that was refiled on December 5th,

29 2007?

3 0  A . Ye s , it doe s .


